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ZHAPTER ONE

UNBALANCED OFFERS: AN OVERVI

O]
=

U
This chapter presents a general overview of

unbalanced offers in the Government procurement process
focusing on how they are recognized and when they are

unacceptable.

Subsequent ~hapters wili examine 1n deta:il
specific circumstances in which unbalanced bidding
occcurs. Currentliv emploved reactions and remedies wil. be
evaluated. Improved remedies wil: be proposed. Finally,
specific performance 1ssues involving unbalanced bidding will

be analyzed.

in the course of procuring needed goods and sServices the
Government agency will solicit offers from i1nterested
contractors. The solicitation may be requesting offers %o
perform a single or multi-year supply, service, or
construction contract; a variable quantity service or supply
contract, an option contract, or a single or multi-:tem
supply contract. Regardless of the type of contract vehicle
used by the agency, the goal is the same: to make award to

the competitor whose offer 1s most advantageous to the
Government.f:w -\ ", IL')K
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The concept of “unbalancing refers to the practice used
by offerors %o bid nominal prices for some work and enhanced
prices for other work.z This practice enables contractors to
either recover large sums for eariliier performed work,
circumvent statutory cost limitations applicable to certain
types of work. or obtain a contract by taking advantage of a
perceived faulty government estimate 1n contracts i1nvolving

pricing variables.

The concept of “unbalancing’™ is not new. The earliest
unbalanced bid cases were 1n the variable gquantities arena
where contractors attempted to take advantage of what “hey
perceived to be a faulty government estimate of the guantity

of materials required. In Moffit, Hodgkins and Clarke Co. v.

Rochester, 178 U.S. 373 (1900), the Supreme Court, 1n 1its

first and last encounter with this 1ssue, defined unbalanced
bidding as the situation where “the contractor wili give a
iow price for one kind of work or materials 1n the same
contract with the hope that the gquantity of work and
materials for which a low price 1s bid will be reduced, while
the quantity of materials or work for which a high price 1is
bid will be increased, thus making up on the high price btid
sufficient to give the contractor a large profit upon the
whole work. = In Moffit the City of Rochester had refused to
allow a contractor who had submitted a high per cubic yard

excavation bid for one tunnel and a very low per cubic yard
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excavation bid for another tunnel under the same contract to
reform his bid. The Supreme Court agreed, holding that a
contractor who submits a mathematically unbalanced bid i1n a
variable quantity contract is betting that the government
estimate 1s faulty. When that estimate turns out to be
correct and the contractor sees that his bet was wrong he
can't have another bite at the apple by obtaining relief

through reformation. In Frank Stamato & Co. v.City of New

Brunswick.,s, another early significant unbaianced bid case
involving a contract for rock excavation on a per cubic vard
basis, the court found the low bid acceptabie even though it
was substantially unbalanced. In what became the roots ot 4the
modern concept of unbalanced bidding, the court said:

The mere fact that a bidder has submitted

an unbalanced bid, does not automatically

operate to 1nvalidate an award of the

contract to such bidder. There must be

proof of collusion or of fraudulent conduct

on the part of such bidder and the city or

1ts engineer or other agent, or proof of

other 1rregularity of such substantial nature

as will operate to affect fair and competitive

bidding. =

In the modern federal arena., because regulatory 2zuidance

concerning acceptance and evaluation of unbalanced bids :s
extremely limited,s Comptroller General decisions have
become the primary source of law. The earliest CompGen opinion,
citing Stamato above, applied the same test, to wit,...
unbalanced bids would be countenanced where there exists no

possibility of 1rregularity of such substantial nature as wiil

operate to affect fair competitive bidding.» Refined by 30 years
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of experience, the approach generally taken today by the
Comptroller General and widely adopted by the courts and boards
allows acceptance of an unbalanced bid as long as 1t 13 not

"materially unbalanced’. In Jimmy's Appliances, the Comptroller

General outlined the standard approach:

Qur office has recognized the two-iold aspects

of unbalanced bidding. The first 1s a mathematical
evaluation of the bid to determine whether each bid
1tem carries its share of the cost of the work pilus
profit, or whether the bid is based on nominal prices
for some work and enhanced prices for other work. The
second aspect--material unbalancing--:involves an
assessment of the cost i1mpact of a mathematically
unbalanced bid. A bid 1s not materially unbalanced
unless there 13 a reasonable doubt that award o the
bidder submitting a mathematically unbalanced bid will
not result 1n the lowest ultimate cost to the
Government. <Conseguently, only a bid found to be
materially unbalanced may not be accepted.

In applying the first, or "mathematical”  prong of the test.
it is necessary to find an actual imbalance in the bid. Thus the

mere submission of a below-cost bid does not establish the

exi1stence of an unbalanced bid.s In Central Texas College:a

the awardee bid $26.80 for a 4 hour session of pre-testing,

while the wage determination imposed a wage rate of $8.12 per
hour. The Comptroller held that the existence of a low bid

for one i1tem 15 not enough to establish ~hat the bid was
unbalanced. The protestor would have to also allege that the
awardee’'s bid was unreasonably high for other 1tems. Similariy, 1n

Porta-John Corporationii, the fact that the awardee's bid for the

most expensive i1tem of performance was, :n fact, the lowest of anv
item in his bid and 5 times lower than than next lowest bidder was

not enough to establish that his bid was mathematically unbalanced
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because there was no allegation that he had enhanced his prices
for other work. Another good example oI a protest which was
denied because the protestor didn’'t meet the "mathematicai’ pronsg

of the test is Impsa International. Inc. 86-1 CPD 506.:-, where

rhe bids for the installation ot turbines, governors, and
fenerators 1n a hydroelectic project where as follows:
Installation Costs
Government Allis-Chalmers Others
(1A) turbines

£1.800,000 772,920 $1,350,000 - 3,794,000

3) governors

£180,000 527,378 $167,000 - $308,591

(3A) generators

$530,000 395,247 $820,000 - $1,916,000

The protestor argued that Allis-Chalmers’ bid should be rejected
as unbalanced because the firm's prices for installation
represented only nominal prices. The Comptroller reifused to find
the b:d mathematically unbalanced because the protestor had failed
to establiish that the firm also offered enhanced prices for the
remaining bid items. Alligs-Chalmers’ bid prices for the actual
equipment were 4th, 3rd, and lst low. Thus in order to meet the
‘mathematical”® prerequisite to a finding of unbalanced bidding,
*he bi1d must contain both nominal prices for some units as well as

2nhanced prices for other units.
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Once a bid has been found to be mathematically unbalanced,
the "material’ aspect of unbalancing comes 1into play. The widely
accepted test for material unbalancing involves an assessment of
the cost impact of a mathematically unbalanced bid. A bid 1is
materially unbalanced if there 1s a reasonable doubt that award .o
the bidder submitting a mathematically unbalanced btid will resuit
in the lowest ultimate cost to the Government.:.z The 'reasonable
doubt”™ test reflects the long-held view that unbalanced bidding
may give rise to irregularities of such a substantial nature that
fair and competitive bidding willi be affected, but 1t is a factua.
determination which varies depending on the particular
circumstances of each procurement. 14 Thus 1n a trash service
contract which contained a 3-month base period and three l-year
options, a mathematically unbalanced bid was properly accepted as
offering the lowest ultimate cost to the Government where the Air
Force had a known requirement for the trash service and was
reasonaly certain ifunds would be available to exercise the options
even though the bid didn't become low untili after 15 months of
performance and the price of the lst option period was 100%
higher than the prices for the 2nd or 3rd option periods..= By

contrast, 1in Howell Construction,Inc.:e.the Comptroller upheld the

agency’'s determination that a mathematically unbalanced bid was
also materially unbalanced. Howell involved a painting contract at
Keesler Air Force Base which containted a S-month base period and
two l-year options. The mathematically unbalanced bid was 85%
higher for the lst option y<ar than for the 2nd and the bid did

not become i1ow until after the 2lst month of pertormance..-
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Materi:al unbalancing is most often found in situations where
the solicitation contains pricing variables such as the option
periods contained in the previous examples, or estimated

quantities. In SMC Information Systemsis, SMC's bid was 1mproper.v

rejected as materially unbalanced when the Comptroller Zound that
although the bid contained skewed prices for various .abor
categories, the accuracy of the IFB’'s estimate of the anticipated
quantity of work was not questioned and hence SMC's evaluated cost
was as accurate an i1ndicator of the ultimate cost to the
government as the other offeror’'s evaluated costs.:s The
Comptroller has expressed his belief that 1t would be very
difficult for a protestor to carry the "reasonable doub%’  burden
in a fixed price, definite gquantity contract. :o Thus ten years

ago, in M&B Contracting Company=:,the Comptroller supported the

agency's acceptance of a materially unbalanced bid on a fixed
price 3-year waterway construction project. The low bidder had
included the cost of $5 million worth of new equipment in his
mobilization and preparatory costs and then drasticallv reduced
the amount bid for excavation. The Comptroller dismissed as
"speculative’, the protestor’'s argument that this extreme front
2and loading was tantamount to an advance payment and that :f the
Government terminated before completion. the Government would have
purchased a huge fleet of equipment for the contractor.:: This
provides an interesting contrast with a developing area of
unbalanced bid law pertaining to first articles in suppily

contracts. Recent Comptroller decisions have found that even
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if a bid meets the "reasonable doubt ™ test, 1f 1t 1s

grossly mathematically wunbalanced the bid 1s materiaily
unbalanced per se.:-=z The reason given by the Comptro.ler 1s that
acceptance of such a bid would be akin to an advance payment.
Award would provide funds to the contractor early in <contract
performance to which it 1s not entitled if payment 1s to bde
measured on the basis of value received.This new alternatilive tes<®

will be discussed in detail in Chapter Two of this paper.

The chapters which follow will focus on unbalanced
bidding in the specific circumstances i1n which :t occurs,
evaluate current remedies, explore new ones, and discuss

performance issues assoclated with unbalanced bidding.
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CHAPTER TWO

One of the most wroublesome areas 1nvoliving unbalanced
bidding 18 1in multi-item procurements. This chapter will
d1scuss several xinds of multi-item procurements susceptible

unbalanced bidding as well as t 3sible soiutions.

A, rirast Articlie Fricaing

Many supply <ontracts reqguire a contractor to submicz
samples of non-commercial items manufactured tvo government
specifications for testing and approval prior to commencement
of production. Since significant costs are incurred at the
beginning of contract pertormance for the purchase of special
tooling and equipment which will be used tvo produce the first
artvicies, particularly by contractors which have never
manufactured the particular item before, it is a common
pracrtice %0 solicit separate bid prices for the first article
units and for the production units. First article prices are
typically expected to be much higher than the production unit
prices. Bidders frequently seek to take advantage of the
government's expectation that the first article price will be
much higher than the price for production units by i1nflating

first article prices to 1nclude not only special %tcoling and
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start up costs attributable to the first articles, but also
production costs for the production units as well. The risk
to the Government arises i1n a situation where a contract
which 1s first article front-end loaded is terminated atfter
first article testing. The Government would have paid an
exorbitant price for the first article test units and the
contractor would get a windfall. If, on the other hand, the
contractor does not pass first article testing and the
contract i1s terminated for default, the Government’'s risk is
minimized because 1t has no duty to pay the contract

price for units not accepted and can also collect excess

reprocurements costs from the defaulted contractor.:a

Traditionally the Comptroller General employed the
traditional 2-step (mathematical & material) analysis in
First article unbalanced bid cases.-+ Thus even though a
contractor’'s bid may have been mathematically unbalanced in
that the first article carried a disproportionate share of
the price, the bid could still be accepted unless there was
reasonable doubt that in the context of the particular
procurement that award would result 1n the lowest ultimate
cost to the Zovernment. Since most first article cases 1nvolve
a definite quantity of production units, as long as the
contractor completed the contract and delivered all the
units, under the traditional analysis the government would
3t11]l receive the ultimate lowest price ~ven where the first

article price was grossly "'nbalanced. Thus the "material’
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element of the test was difficult to fail under the

traditional analysis.

Beginning in 1985 the Comptroller General began taking a
harder line with regard to unbalanced first article bids.
Three sgignificant lst article Army cases were decided which
resulted in the definition of "material’ being expanded to
also include cases where the bid was "grossly mathematically

unbalanced . The first such case was Riverport Industries.

Inc.,1n which the GAO sustained a protest against an Army
award of a contract for TOW missile overpacks.:s In
Riverport, the low overall bidder assigned a price of
$185,000 to each of two first article units, and a price of
$14.07 to each of the 38,431 production units. By contrast,
other bidders assigned prices to their first articlies ransging
from zero to $1,000 each. The first article price was over
40% of the total bid price and the bid was ‘completely ocut of
iine with the pricing structure of the four other bids
submitted® .27 The price differential between the first
articie and production units was more than 13,000 to . Since
the first article price was grossly unbalanced the GAO felt
that acceptance of such a bid would be tantamount to granting
the contractor an advance payment which is generally
prohibited by 31 USC 3324. Since the contract had already
been awarded and costs incurred, however, the GAO did not
recommend specific remedial action but cautioned the Army t>

be wary of such situations :n the future. The second case 1n
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the trilogy was Edgewater Machine & Fabricators, Inc.=e In

Edgewater, the low offeror set the price for six first
article shipping containers at a total of $750,000
representing 25% of its total offer. Production units were
priced at $301 each. Thus the differential between the first
article and production units was over 415 to 1.
Interestingly, the low offeror's price with the first
articles was only %6,100 more than its alternative offer
should the first article requirement be waived. The
Comptroller General sustained the protest because the first
article price was grossly unbalanced and bore no reasonable
relationship to its cost, but was merely a device to obtain
unauthorized contract financing. The third case, Nebraska

AluminumCastings, Inc.=zxs, 1nvolved an Army solicitation :Ior

hand held magnetic compasses which went out before the
Edgewater decision was issued. The IFB called for deliverv of
100,002 production units over a two year period, with an
additional 10 first article units to be ready for approvail
testing 150 days after contract award. The i1ncumbent
contractor bid $12.224 for the 10 first article units, and
$£2,197,044 for the production units, for a total contract price
of $2,209,268., Nebraska, who wanted to become a second
source for these items but faced substantial special tooling
and equipment costs, bid $225,100 for the first articles and
$1,917,038 for the production units, for a total bid price of
£2,142,138. Nebraska was clearly the overall low bidder. The

Army declared Nebraska to be non-responsive and made award to
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the i1ncumbent. The GAO denied Nebraska's protest, findinsg
their bid to be per se materially unbalanced because their
first article price exceeded the production unit price by a

ratio of 1000 to 1.

The new Riverport-Edgewater-Nebraska doctrine could

thus be summarized as follows:

When a first article price 1s so egregiously
front-loaded that i1t can be considered merely

a bidding scheme to obtain otherwise unauthorized
advance contract financing, 1t will be deemed

materially unbalanced per se and will be

rejected even though the bid 1s clearly low overall.
The parameters otf this new doctrine are still not clearly

established. How much unbalancing is necessary :in order to be
"grossly” unbalanced? A recent GAQO decision is helpful in

shedding some light on this 1ssue. In Microtech.Inc.z2o, also

an Army case, the Comptroller General explained that “in
assessing whether or not a first article price is egregiously
front-loaded, this office will look to see 1f there is a
significant difference in the scope and nature of the work
required to produce the first article on the one hand and the
production items of the other’.z: Thus, a mere first article
unit to production unit ratio test is inadequate to determine
:f the bid is per se materially unbalanced. In Microtech,
the Army’s rejection of the unbalanced bid was sustained even
though the price differential between first article units and
production units was merely 8 to 1 because the first article
units were simply initial samples i1dentical to the production

units which, after successful testing. would constitute part
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of the firgt production lot. Thus we sSee that where the
first article units are essentially identical to production
units, with little extra effort required, a relatively small
amount of unbalancing will be allowed. It can be assumed that

converse 1is also true.

B. Variable Quantity Contracts

Variable quantity contracts have long provided fertile
ground for the development of unvalanced bid problems.z=x
These are multi-i1tem contracts where, due to uncertainties as
%o actual requirements or funds available, the fovernment
provides estimated gquantity requirements in the solicitation.
Offerors submit bids on a unit price basis with award going
to the.lowest overall bid as determined by multiplying the
bidder’'s unit price by the government’'s estimated gquantities.
Because the Government estimates are often inaccurate,
contractors are able to game the system by bidding low on
those items the quantity of which was overestimated in the
Government estimate while bidding high on those i1tems the
quantity of which was underestimated in the Government
estimate. The traditional 2-step test (mathematical &
material) is applied in this area. First, the bid must be

evaluated mathematically to determine whether 1t 1s
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unbalanced. This evaluation focuses upon whether each bid
item carries i1ts share of the cost of work and of the
contractor's profit or whether the bid is based upon nominal
prices for some work and enhanced prices for other work.
Second, if fcund to be mathematically unbalanced, an
assessment must be made of the cost impact of that bid, that
is, whether the bid is materially unbalanced. Unless there 1s
a reasonable doubt that the award will result in the lowest
ultimate cost to the government or there is evidence of some
irregularity of such substantial nature as will affect the
competitive bidding system, the bid should not be considered
materially unbalanced.zs4 A good example of a materially
unbalanced bid which was rejected as being non-responsive 1s

contained in Asphalt Service,Co.zw, a 1987 Comp Gen decision.

In Asphalt, bidders were required to provide unit prices per
ton and a total price for each item based on an estimated
tonnage of asphalt for 14 sites in a National Forest. In
addition, the IFB required bidders to provide a price per
hour for excess spread time, that is, standby time incurred
in the delivery of the asphalt. The IFB stated that for
evaluation purposes 3 hours excess spread time would be added
to each bid item, but that 3 hours was not a guaranteed
figure. Asphalt knew that in prior years the spread time had
been averaging around 39 hours instead of the 3 hours
contained in the solicitation. It therefore unbalanced 1its
bid, lowerins its prices on the other 1tems so as to be the

low bidder, and inflating its price to $400 per hour for the
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excess spread time. The competitor’'s bid for excess spread
time was $65 per hour and Asphalt itself had bid $70 per hour
the previous year. The Forest Service concluded that there
was substantial doubt that Asphalt’'s bid would result 1n =zhe
lowest ultimate cost to the government. They rejected
Asphalt’'s bid as materially unbalanced. The Comptroller
sustailned the rejection, stating that since it was apparent
that Asphalt submitted an unbalanced bid to take advantage of

the faulty government estimate, i1ts bid was properly

rejected.zs

Challenges to the validity of government estimates by
disappointed bidders have generally been unsuccessful because
the GAO requires only that estimated quantities be reasonably
accurate representations of anticipated actual needs.=:-.

Thus a protestor challenging an agency’'s estimate bears the
burden of proving that these estimates are not based on the
best avaiiable information, otherwise misrepresent the
agency's needs, or result from fraud or bad faith.ze Thus
unless the agency itself decides that its estimate 1s faulty
and resulted in receipt of unbalanced bids, 1t 1s difficult
for a disappointed bidder %o win a protest on the basis of an
unbalanced bid in a variable quantity contract. The
Government is in a “Catch-22° situation. On the one hand

1t pays more than necessary for required goods and services
because 1ts estimates are ofter faulty, while on the other

hand 1t seeks to maintain a great degree of latitude with
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regard to the accuracy of i1ts estimates. Perhaps its time to
hite the bullet and take greater precautions to insure that
Government estimates are as accurate as is reasonably

possible under the circumstances.

One area where the Government has gotten into trouble 1in
the variable quantity arena is when the evaluation scheme
encourages unbalanced bidding by neglecting to give estimates
of line item quantites or by evaluating offers on an aggregate
basis without considering the line item guantity estimates

given. Thus 1n Reliable Reproductions, inc.zs, the

Comptroller General found cancellation of the sol:citation
proper where 1t did not include gquantities for each line 1i1tem
and would have resulted in evaluation based on aggregate line
item prices. The solicitation called for bids to provide
specified reproduction services. The schedule contained
fourteen separate line 1tems which were unweighted as far as
quantities to be ordered during actual contract performance.
Award was made by simply totaling the prices received from
each bidder for the fourteen unweighted line i1tems. The
Comptroller found that the solicitation encouraged unbalanced
bi1dding, especially in light of the fact that the agency had
historically purchased significant quantities of some items

and few quantities of other 1tems.ao
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C. Solutions in the Multi-item Arena

1. Comptroller General

The CompGen’'s approach in these cases has been to reject
a bid which is materially unbalanced unless he can avoid the
‘"material’ issue by finding that the solicitation somehow
encouraged unbalanced bidding in which case he will recommend
cancellation and resolicitation. Recent examples of this can

be seen in M.C. General, Inc.s+:, where the Comptroller

found a bid in which the first article unit prices were
approximately 15 and 17 times greater than the unit prices
for the respective production 1tems was properly rejected as

materially unbalanced; and also i1in Price Brothers Co.a:x

where the Comptroller recommend cancellation of a
solicitation where the low bidder had unbalanced his first
article unit prices by ratios of 6 to 1 and 8 to 1. The
Comptroller found the solicitation defective because the
stated evaluation scheme was based on the lowest price for the
Government's best estimated quantities (BEQ) of the 1tems to
be procured. The Air Force could actually purchase a higher
amount, the BEQ amount, or a specified minimum amount. The
Comp Gen said this scheme encouraged unbalanced bidding
because the contractor was forced to either amortize 1:its
costs over units the Air Force might or might not procure, or

place all of 1ts costs in its first article price. The
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Comptroller’'s analysis ignores the fact, however, that the
bidder could amortize its costs over the minimum production
quantities as well as the first articles. It appears Il:kely
that the Comptroller was stretching to find a defect :n the
solicitation in order to cancel it thereby avoiding the :ssue
cf whether the low offeror’'s bid was materially unbalanced or
not. The "material’ issue would have been particularly
difficult in light of the fact that the next low bid was over
$3 million higher. This case reflects the uncertainty which
st1ll exists as to the parameters of the GAO's unbalanced bid

doctrine.

2. Federal Agencies

The procuring agencies have reacted to the Riverport-

Edgewater-Nebraska line of decisions by seeking to heap on more

regulatory guidance. The DAR Council 1s considering <:hanges
to the Federal Acquistion Regulation (FAR) dealing with
unbalanced first article pricing.s«3 First, FAR 9.306(d)
would be amended to require that offers for contracts
requiring first article testing include prices both with and
without first article testing. Secondly, a new solicitation

provision would be added to FAR part 52 which requires proper
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allocation of cosgts solely attributable to first articles,
and unit price integrity. This clause also states that bids
that are materially unbalanced will be rejected and reserves
to the Government the right to request first article cost
data. Thirdly, FAR 15.805-2, which deals with price
analysis, would be expanded in an attempt to codify the
legal analysis employed by the Comptroller General 1in the

Riverport-Edgewater -Nebraska line of decisions. The new FAR

15.805-2 (b) would read as follows:

The contracting officer 1s responsible for
determining whether offers for contracts
requiring first article testing are unbalanced:
that 1s, whether there is a proper relationship
between the price for the first articles and the
price for the non-first article 1tems. An offer
may be unbalanced in two ways: mathematicaily
and materially. An offer 1s mathematically
unbalanced when i1t is based on prices
significantly iless than cost for some work and
prices which are significantly overstated for
other work. A bid that is mathematically
unbalanced may also be materially unbalanced :1f.
for example, there is a reasonable doubt that
award would result in the lowest ultimate cost of
the Government. An offer may als~ be materially

unbalanced if it 1s so grossly unbalanced
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mathematically that i1ts acceptance would be
tantamount to allowing an advance payment. One
or more of the following tests may be used to
determine if an offer is mathematically and

materially unbalanced:

(1) Whether all offers have a
higher price for the first
articles than for the non-

first article items.

(2) Comparison of the range of
prices for first articles from

all offerors.

{3) Relationship of first
article prices to non-first
article prices, and how much
greater first article item
prices are than non-first

article prices.

(4) Percentage of price for

first articles to total

contract price.

(5) How much the first
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articles will cost the offeror
(recurring and non-recurring
costs), and how that cost is
distributed between the first
article items and the non-
first article 1tems. The cost
to the offeror for first
articles may be estimated by
comparing the total price
offered with first article o
that offered without first

article.

D. Analysis of Current Remedies

In going beyond the traditional 2 step analysis by
creating a new body of law dealing with grossly or
egregiously mathematically unbalanced bids which are “per se”
materially unbalanced, the Comptroller General has added
unnecessary complications to an already murky area. His
analysis for determining whether a bid is materially
unbalanced is workable 1n cases in which the bid 1s either
clearly balanced or clearly unbalanced. But for cases which
are in the gray area the contracting officer 1s left to rely

on his 1instincts (which 1s some cases may yield better
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results than trying to apply the GAO’'s overly mechanical

analysis). The Price Brothersas case 1is a good example of

this. In Price Brothers the Comptroller spent a good deal of

time going through the Riverport-Edegwater-Nebraska .:ne of

cases dealing with unbalanced bidding only to stop short ot
determining the 1ssue by taking safe haven 1n cailing the
solicitation defective because 1t purportedly encouraged

unbalanced bidding.

In their proposed changes to the FAR the agencies have
done a good :;ob of capturing the Comptroller General':=s
new “grossly unbalanced®™ analysis. The question becomes
however, now that we’'ve got the analysis, is 1t any good. and
do we really want to go where this road 1s leading us’ Line
drawing 1is nc easy task. Attempting to articulate an all-
encompassing definition of material unbalancing raises a
dilemma similar to that faced by the late Justice Stewart of

the United States Supreme Court, who said of hard-core

-4

pornography that he probably could not define 1t, but.
know 1t when I see 1t .4s In addition to the problem of
attempting to draw a line between bids that are unbalanced

but ok and bids that are unbalanced but not ok, an even

bigger question must be answered. This requires stepping back
from the trees for a moment to look at the forest. Is 1t
really in the Government's best interest to reject unbalanced
bids at all? After all, what we are talking about here 1s

rejecting low bidders! In some cases, even though under the
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GAO analysis the bid 18 grossly unbalanced, the Government
has lost money by rejecting :t. In the Riverportases case, GAQ
concluded that it was i1mplausible that the low bidder’'s first
articles were worth anything like $370,000 and that his bid
should therefore be rejected as grossly unbalanced.

Rejecting the low bidder in favor of Riverport's would have
resulted in an increase of $112,424.74 in cost to the
Government. Even 1f you considered the entire $370,000 worth
of FAT costs proposed by the low bidder to be an advance
payment and applied an interest rate of 10%, 1t would take
over 3 years before the $112.000 increase 1n cost was
recovered. This case points up the fact that -he remedy >t
rejection of the low bidder 1s not the best answer 1n many
cases. The Government winds up paying higher prices for
needed goods ands services in an era when we can least afford

it.

The value of the additional FAR changes proposed by the
agencies dealing with submission of cost and pricing data
1s outwel1ghed by the additional costs which would be
involved. The proposed provision would allow the Government
to require submission of cost or pricing data under sealed
bid procurements, thus transforming what was designed to be a
simple, 1nexpensive method of procurement i1nto an expensive
process. Contractors will either pass along the 1ncreased
expense of these accounting requirements to the Government :n

PO

the form of higher prices, or they may refuse to bid on
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contracts subject to the requirement, thereby decreasing
competition. The provision calling for submission of
alternative offers, with and without FAT pricing. and first
article unit price integrity would be useful additions to
the current FAR 9.306 which permits but does not allow the
contracting officer to require the submission of alternative

offers.

E. Recommended Eemedy: Single Percentage Factor Method

Over 12 years ago, the Comptroller General upheld a
single percentage factor method of bidding which virtually
precludes unbalanced bidding in multi-item contracts.s» In
that case the IFB was for a requirements type, one-year
contract, which i1nvolved removing and i1nstalling various
types of partitions and related tasks in Government
buildings. The Government’s requirements consisted of a
schedule of 36 separate j;ob descriptions so as to permit
1ssuance of orders for the work actually to be done when the
need arises. The IFB specified for each i1tem a unit price
which had been predetermined by GSA and bidders were to
submit a single plus or minus percentage factor to be applied
~o the unit prices 1n the scheduie which would then be

applied to every work order. Award was made to the bidder

Page 25




—:

offering the net or percentage factor which would produce the
lowest unit prices for the line items.4s The Comptroller gave
his stamp of approval to this bidding system, saying "the
system has the virtue of of preventing the deliberate
unbalancing of prices by a bidder where he has reason to
believe that the proportion of item quantities projected 1is
substantially wrong with the result that a bid evaluated low

will in fact result in a higher cost to the Government than

would have been the case under a bid evaluated higher. 49

Single percentage factor bidding would alleviate the
problems encountered today by the GAO in trying to define a
materiaily unbalanced bid. It would be unnecessary to attempt
to draw a line between the unbalanced but acceptable and
the unbalanced and unacceptable. Contractors would no longer
be able to game the system by grossly front loading their
bids or taking advantage of what they perceived to be a
faulty government estimate. Single percentage tfactor bidding
could also be helpful i1n first article test unit cases,
Contracting officers could require that first article test
costs be amortized over all first article and production units
and then a single percentage factor bid be submitted for the
average unit cost. Contracting officers would still be free
to require alternate percentage factor bids, with and
without FAT costs in order to see what effect first article

testing would have on the overall <ontract price.
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I recommend use of this system as the best remedy for

unbalanced bidding in the multi-item arena.

"]

Miscellaneous Unbalanced Bidding Issues in Multi-Item

Procurements

1. Skewed Bidding in Timber Sales Contracts

Timber is sold from the National Forest System to
private concerns through a system of competitive bidding
where, instead of making award to the low bidder, award goes
to the high bidder. The problem arises however, in that
timber sales often include more than one species of timber.
Because bids have historically been offered by species, and
the high bid for the sale is determined by adding the totals
for the price bid for each species multiplied by the
estimated timber volume of that species.so Skewed bidding
occurs where bidders bid a high price for a species whose
volume is overestimated and low prices for species whose
volumes are underestimated. They thereby end up paying less
than the total amount bid for the timber sale.si: Of the 3,577
timber sales in three western regions occuring during 1980
and 1981, 755 or 21% were awarded to purchasers submitting a

skewed bid. From those 755 contracts the Forest Service lost
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an estimated £1.9 million due to skewed bids.s=

In order to remedy their skewed bid problem (which :s
very similiar to a an unbalanced bid in a variable quantity
contract) the Forest Service is in the process of
implementing a new bidding system which is very similar %o
the percentage factor bidding system discussed above as
a remedy for unbalanced bidding in multi-item contracts.s=
Under the new system a bidder would bid a single bid premium,
which is the amount bid above the advertised Forest Service
rates. The single bid premium would be bid for the entire
volume of timber to be sold. The contract would be awarded %o
the bidder with the highest overall price calculated bv
multiplying the single premium by the estimated quantities ot
each species to be sold. The GADO recommended adoption of this
system because it would provide much less leeway tfor bidders
to manipulate the bidding process to the Government's
disadvantage and would eliminate the possibility of skewed

bidding.=sa4

2. Circumvention of Buy American Act Preferences

An 1nteresting variation of unbalanced bidding i1n the
multi-item area 1nvolves the attempt to "game’  the
application of Buy American Acte= preferences. The Act

requires that when a bid or offer contains a foreign end
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product, a differential equal to © percent of its bid price
be added to the bid for evaluation purposes.se This
di1fferential, however, is not added to the price of

assembly and installation of the foreign end product which :1s
done in the United States. Hence, there 1s a temptation to
2nhance the price of the line item for installation and
decrease the price of the line item for the actual equipment.

In Allis-Chalmers Corporation, =- the Protestor argued that

the foreign _ompetitor had unbalanced his bid i1n just that
way . In response %o an IFB for a fixed price contract to
desi1gn, manufacture, and install turbines in the Amistad Dam
Powerplant on the Kio Grande river, Allis-Chalmers submitted
a totval bid price of $4,005,800 which, after subtraction of
an amount for testing costs and a l-percent discount, was
evaluated at £3,768,979.50. Hitachi bid $£3,400,000, which

was evaluated 1n the following manner:

£3,400,000 - Total Bid Price
- 999,500 - Price for Installation

(line 1tems 17 & 18)

2,400,450

X .06 - BAA Differential

144,027

+2,400,450

2,544,477
+ 60,000 - Foreign Inspection
+ 999,500 - Line items 17 & 18
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$£3,604,027 - Evaluated Price

Under this method of evaluation, Hatachi was the low bidder
by $164,952.50, Allis-Chalmers unsuccessfully argued that
Hitachi had unbalanced the price of the line i1tems for
installation in order to obtain the award and that exclusion
of installation and assembly costs from the differential
encourages foreign bidders to submit unbalanced bids whenever
final assembly and installation of the end product i1s in the
United States so that they may minimize the effect of the Buy
American differential. we The Comptroller General denied the
protest, finding that Allis-Chalmers had produced no evidence
showing that Hitachi's bid was unbalanced, and went on to say
that "the rule that materially unbalanced bids must be
rejected,...in combination with the ability of the agency to
detect a materially unbalanced bid by comparing other bids
and i1ts own estimates, will sufficiently deter unbalanced

bidding. "=e

It is 1nteresting to note, however, that while the
Comptroller indicates that unbalanced bid analysis would be
applicable to this situation,the commonly used second prong
of the test to determine material unbalancing would be
useless here. That test focuses on whether there 1s
reasonable doubt that the award to the party making the

unbalanced bid will result in the lowest ultimate cost to the
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government. Since the low bidder will provide the lowest cost
to the government regardless of whether he has unbalanced his
U.S. assembly and installation costs, an unbalanced bid would
never be materially unbalanced under that analysis. The
Comptroller General must have had another test in mind 1in

referring to unbalanced bid analysis in Allis-Chalmers.

3. Circumvention of Statutory Cost Limitations

Another closely related area where unbalanced bidding
comes into play 1nvolves statutory cost limitations. The

landmark case in this area 1s Chrysler Corporationeo, dec:ded

in 1975. in Chrysler, the GSA solcitation for automobiles
contained a statutory limitation of £2,100 for sedans and
$2,400 for wagons. Additional equipment, however, was not
subject to that cost limitation. Chrysler’s bid met the
statutory cost limitations by unbalancing its price for the
additional equipment versus the automobiles. The bid price
for the additional equipment on each auto totaled £1,169.00,
compared to the dealer’'s net cogt of $471.34 and a suggested
retail price of $592.65.62. The General Services
Administration rejected Chrysler’'s bid because 1t “was
materially unbalanced so as to constitute a circumvention of
the statutory price limitation for passenger motor
vehicles. a2 The Comptroller General denied Chryler's

protest, finding the bid non-resposive while having

Page 31




difficulty in fitting this case into the common two-prong

unbalanced bid analytical framework.

The case of ABC Siding & Remodelinge=x, decided 1in 1984

is also 1llustrative in the area. This was an Air Force
contract for construction and repair of a base administration
building at Malmstrom Air Force Base, Montana. The
solicitation contained a $200,000 statutory cost limitation
for the construction phase of the project. Three bids were

received as follows:

Construction Repair

Company Item 1 Item 2
ABC 224,149 $56,954
Garrett-Heikens 197,314 93,460
Dick Olson 192,880 105,000

The solicition also contained DAR clause 7-2003.27 which
specified that bids may be rejected which have been
materially unbalanced for the purpose of bringing affected
items within cost limitations.ess ABC contented that
Garrett-Heikensg' bid should be denied because 1t was
materially unbalanced in order to circumvent the statutoery
cost limitation. The Air Force was able to convince the
Comptroller, however, that even if the successful bidder's
bid was mathematically unrbalanced, because there was no doubt

that the award would result in the lowest ultimate cost to
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the government, the bid could not be materially unbalanced.e=
The Comptroller General denied ABC's protest finding no
evidence that Garrett-Heikens had enhanced Item 2 of his bid
in order to circumvent the cost limitation. Again, the GAO
exhibited uneasiness with the concept of unbalanced bidding
1in this situation, finding that the materially unbalanced
prong of the test (ie. reasonable doubt that award will
result in the lowest ultimate cost to the government) could

never be met 1n this type of case.ss

As a result of the Comp Gen's uneasiness 1in applying the
unbalanced bid two-prong test to statutory cost limitation

cases, some have gquestioned whether Chyrsler or ABC should be

considered unbalanced bid cases at all.s» What these
individuals,as well as the Comptroller General, have
forgotten, however, is that since the origin of unbalanced
bid common law there has been an alternate second prong of

the test. In Frank Stamatoess, decided in 1952, the court

outlined the test for material unbalancing as whether there
was a substantial irregularity which would affect the
integrity of the competitive bidding process. This test has
been recognized by the Comptroller i1n recent cases, including

Oswalid Brothers Enterprizes, Inc. where he stated:

Qur office has recognized the two-fold nature of
bid unbalancing. First, the bid must be evaluated

mathematically to determine whether it :s
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unbalanced. ...Second, if found to be mathematically
unbalanced, an assessment must be made of the cost
impact of that bid. Unless there is a reasonable
doubt that, by making the award to the party
submitting the mathematically unbalanced bid, the
award will not result in the iowest ultimate cost

to the government OR evidence of some i1rregularity
of such substantial nature as will affect the
competitive bidding system, the bid should not be

considered materially unbalanced.es

It is likely the Comptroller had this alternative
"substantial irregularity” test in mind when, 1in discussing
circumvention of the Buy American Act preferences in the

Allis-Chalmers~»-, he plainly inferred that rules in

ex1stence would prevent unbalanced bidding 1in that
situation.-1 The ’"substantial irregularity test” would be
equally applicable to the closely related area of
circumvention of statutory cost limitations. The use of
unbalanced bidding to circumvent these limitationsg would
appear to be the kind of irregularity which would

undermine the competitive bidding process and make the bid
materially unbalanced. Existing unbalanced bid analysis
therefore covers this situation. It is not an aberation nor
new standard. The Comptroller General can therefore shed his

uneasiness with applying unbalanced bid analysis i1n these
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cases.
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CHAPTER THREE

THE MULTI-PERIOD ARENA

As opposed to the previous chapter which discussed
unbalanced bidding 1n the multi-item context, this chapter
will focus on unbalanced bidding 1n the multi-period arena,
with major emphasgis on option contracts which contain the
highest :ncidence of unbalanced bidding. Although opticns can
be for additional quantities of supplies as well as
additional periods of performance., the option will generally
be exercised and performed during a future time period.
Hence, options will be discussed in this chapter which deals
with unbalanced bidding 1n the multi-period arena. The cther
area covered by this chapter will be multi-year contracts.
With regard to both options and multi-year contracts, this
~hapter will include an analysis of unbalanced bid problems
and current remedies and then suggest some 1mproved remedies
for dealing with unbalanced bidding in the multi-per:iod

arena.

A. OPTION CONTRACTS

1. Introduction
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Option contracts which obtain firm commitments for
additional quantities or services from contractors yet pose
no binding obligation on the government are widely wused 1in
public contracting. Covered by the provisions of FAR Part 17,

their use 1s generally appropriate except 1n zituations where

there 1s a known firm requirement for which funds are
available-z or where adequate competition can be obtained

when the future requirements are defined.-=

2. Evaluation of Option Periods

An 1mportant factor in this area 1s whether the option
periods will be evaluated at £he time of award of the basic
contract. If the option quantites are included :in the
evaluation, the bidders will have the incentive %o otffer
competitive prices but may be tempted to unbalance the prices
between the option periods so as to give them a higher return
up front and lead to unnecessarily higher prices for the
government 1f the later years’ requirements don’t
materialize. If, on the other hand, the option periods are
not 1ncluded in the original evaluation, contractors may be
inclined to enhance option prices in hopes that the
government will find 1t necessary to exercise the options.-a
FAR 7. 206 specifies that except when 1t is determined rot

to be 1n the Government's best interest,the option periods
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should be evaluated at the time of award of the basic
contract. It requires a written determination at a level
above the contracting officer in order not to evaluate option

periods at the time of the basic award.-=

a. Cptions not evaluated

Even though 1t wili be in the exceptional case that
the option periods are not evaluated at the time of the basic
award, what happens when the government decides for
legitimate reasons (ie. 1t i1s highly unlikely the options
will be excercised) not to evaluate the optiones at the
time of award?” The FAR gives no guidance on how to deal with
unbalanced option prices where the option periods or
quantities are not evaluated. Formerlly, under the K & R

Inventory Service case »es decided 1n 1974, 1t was believed

that si1gnificantly high unevaluated option prices, as
compared to basic quantity prices, was not a sufficient
reason to reject the bid. Thus i1n R & R the protest was
denied even though the low bidder’s prices for the

second and third year options which were not evaluated were
700 to 900 percent more than basic quantity prices. The
Comptroller General reasoned that since there was no
guarantee the options would be exercised and the contracting
officer was required to make a determination that the option
was the most advantageous method of fulfilling the

government’'s requlirements before exercise, there was not a
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sufficient reason to reject the low bid.-»=»

In recent years the practice of i1gnoring the unbalanced
nature of option prices has been somewhat mitigated by the

Claims Court’'s decision in Gracon Corp. v. United States-a

This case involved a solicitation by the Army Corps ot
Engineers requiring a bid price for the dismantlement of 17
Titan II Silos at McConnell Air Force Base, Kansas and also

an option price covering one additional si1io. The sol:icitation
stated that award would be determined by evaluating oniy <he
basic work exclusive of options. A clause which a’  lowed

rejection of unbalanced bids was also 1ncorporated by reference.

The five lowest bids for the basic work were as follows:-a

Basic Option
Western States $4,690,000 £1,190,000
GRACON 5,090,000 320.000
Martin K. Eby 5,600,000 363,000
Hawkins 5,085,000 388,000
Sherwood 6,366,500 374,500
Award was made to Western States. Gracon protested on the
grounds that Westerns' bid was materially unbalanced. The

Court held that the contracting officer had discretion to
accept or reject the bid which <contained the unbalanced
option prices 1i1n accordance with the solicitation clause
permitting the rejection of mater:ally unbalanced bids.so
Absent a solicitation clause allowing rejection of unbalanced
bids 1n nonevaluation of options cases. the Contracting

Officer would have difficulty rejecting such a bid as non-
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responsive.

b. Options Evaluated

In most cases the option periods will be evaluated at the
time of initial award but will not be exercised until a
future period of time. Under these circumstances FAR 17.208
provides that, as long as there is a reasonable likelihood
that the option will be exercised, the following provision
will be inserted in the solicitation:

The Government may reject an offer as being

nonresponsive 1f i1t 18 materially unbalanced

as to prices for the basic requirement and

the option quantities. An offer is unbalanced

when it is based on prices significantly less

than cost for some work and prices which are

signficantly overstated for other work. s
Hence, i1n the majority of unbalanced option cases. the
contracting officer has the clear authority to rezect a
materially unbalanced bid. The focus 18 therefore on when a
bid containing unbalanced option prices becomes "material.v’

unbalanced.

3. Determining Whether a Bid 1s Unbalanced

Since the regulations give no guidance as to what
constitutes a materially unbalanced bid when option
periods are 1involved, the Comptroller General's decicions

must bte used to ascertain the applicable rules i1n this
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important area. The Comprtroller applies the traditional two-
step analysis discussed 1n earlier chapters i1in this area.
Under this analysis the contracting officer must first decide
whether a bid is mathematically unbalanced, that is, does
e2ach bid item carry :ts share of the cost of the work plus
profit, or whether the bid 1s based on nominal prices for
some work and enhanced prices for other work. The second
Step 1nvolves a determination of whether the mathematically
unbalanced bid is also materially unbalanced. This 1i1nvolves
an assessment of the cost 1mpact of the mathematically
unbalanced bid. A bid is not materially unbalanced unless
there iz a reasonable doubt that award to the bidder
submitting a mathematically unbalanced bid will result 1in

the lowest ultimate cost to the Government.s:z This two-prong

test .35 illustrated in the case of USA Pro Company,Inc.=z= In

response to a solicitation for painting services at

-
9]
Iy

Vandenberg Air Force Base, California which was no DTe
performed for a base year with a possibility of two

idditional l-year options, USA submitted the following bid:

Base Year lst Option 2nd Option
$£1,521,712 $£1,558,643 . $800,734

The Government estimate for the work was as follows:

Base Year lst Option 2nd Option
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$1,427,131 $1,547,431 $1,619,113

The next low bid was as follows:

Base Year ist Option 2nd Option
1,460,668 £1,258,507 $1,604,082

The Air Force rejected USA's bid. They determined the bid was
mathematically unbalanced since both the government's
estimate and the other commercial bids showed successive
price increases in the option years, principally due to the
expectation of increased labor rates in those years. It was
determined to be materially unbalanced because there was
reasonable doubt that the 2nd option would be exercised which
would mean there was a good chance the government wouldn't
end up getting the lowest price .sas4 USA protested. The
Comptroller General agreed with the Air Force, finding that
the mathematical unbalancing in the bid prevented 1t from
becoming low until the final option period as to which there

was a reasonable doubt that it would be exercised.as

a. Mathematical Unbalancing

The fact that base and option year prices differ

si1gnificantly does not automatically make the bid unbalanced.

The case of IZocan Corporationse, decided by the Comptroller 1in

1984 is a good example. The case involved a solicitation by
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the U.S. Marshal's Service (Justice) for the rental of 358
police cars for 1 year plus 2 additional option years. Option
period prices were evaluated at the time of initial award.
The following bids were submitted:

(monthly lease charge per car)

Base Year lst Option 2nd Option Total
Roan 604 36 36 2,612,064
Crown 446 146 138 £2,820,720
Avis 344 344 344 £3,987,648
Carter 736 302 139 $4.,547,926

Justice awarded the contract to Avis, finding the other bids
mathematically and materially unbalanced. Roan protested.
The Comptroller General sustained Roan's protest, finding
that their bid was not mathematically unbalanced despite the
fact that Roan would recover 89 percent of the total contract
price in the base year.s> The heavy front-loading was
justified by the heavy startup costs that actually would

be incurred :in supplying the cars for lease. Roan had to buy
the cars for £10,096.00 each and had no further costs

since the maintenance was to be provided by the government.
The Comptroller General also found it significant that Roan would
have no use for the cars after the end of the contract.ss

The "magic words” used by the Comp Gen in these cases when

he is looking at whether a bid is mathematically unbalanced
are whether the bidder will obtain a “windfall® if all

options are not exercised. In this case., he concluded that
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Roan’'s bid was not mathematically unbalanced because Roan
would not obtain a windfall if all options were not

exercised.ss

Another interesting case, decided also in 1984, i1nvolved
a request to the GAO by the United States District Court for
the Northern District of California for an opinion about
whether a bid was mathematically unbalanced. In the case of

Integrity Management International, Inc.sec the Army had

solicited bids for laundry services for a base year plus up

to 2 additional option years. The solicitation contained =he
standard clause discussed earlier which warns bidders that a
materially unbalanced bid may be rejected. The two bids

relevant to the protest were as follows:

Base Year l1st Option 2nd Option Total
IMI $£590,706 £511,448 $513,616 $1,615,772
EC $565,624 $529,624 $526.624 $1,524,872

The Army rejected IMI's bid, finding 1t mathematically wunbalanced
although it's base year price was just 15 percent higher than
either of its prices for the option years.s: The Comptroller
General disagreed, stating that the Army's finding that a 15
percent variance constituted mathematical unbalancing was
incorrect under the Comptroller's decision in Propserv

Incorporateds= In Propserv, the lowest bid 1n response *to

an Air Force solicitation for military housing maintenance
services at Westover Air Force Base priced the basic contract

term and 3 option years at $18,000, $£14,000, $£13,000, and
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512,000 respectively. In percentasge rerms, this amounted to a
bases/option period price differential of 27, 40, and 50
cercent respectively. The low bidder had not offered any
explanation as to why 1ts bid contained those differentials
and the government had not suggested any reasons. The
Comptroller rejecred the nrotester's claim that the low bid
was mathematically unbalanced, stating:
upon review of the bids, we do not find the
difference in the prices contained in a Alliance's
bid to be so great as to render the bid
mathematically unbalanced.s=
In IMI <he Comptroller again used the term “windfall™,
opining that IMI's bid was not mathematically unbalanced
because 1t would not receive a windfall if all optlonﬁﬂkere

not exercised.

In contrast to the Roan. IM!. and Propserv cases,

consider the case of Crown Laundry and Dry Cleaners.sas That

case, decided by the Comptroller General in 1984, involved
two Air Force solicitations for rental of washers and dryers,
one at George Air Force Base, and one at Columbus Air

Force Base. In response to both solicitations Crown had
submitted heavily front-loaded bids as shown below.

George AFB Solicitation

Base Year lst Option 2nd Option Total
365,152 $11,645 $11,645 $88 ,4472

Columbus AFB Solicitation

Page 45




52,538 12,888 £12,888 $78,314

The Air Force rejected both of Crown’'s bids as mathematically
and materially unbalanced. Crown protested. The Comptroller
denied the protest, refusing to consider Crown':s business
reasons for heavily front-loading 113 bids. Instead the
Comptroller looked only at the fact that Crown's George AFB
price for the base period was 459 percent higher than i1ts
option year prices and 70 percent higher than the prices
submitted by the other offerors, and that Crown's Columbus
AFB price for the base period was 308 percent higher than its
option year price and 68 percent higher than <he average base
year price submitted by the other bidders.s« The Comptroliler
General stated:

Although Crown has offered business reasons for its

price structure, we have consistently declined to

look behind a bid to ascertain the business judgements

that went into its preparation. See K.P.Food Services

Inc., 60 Comp. Gen. 1 (1982), 82-1 CPD 289: S.F.

& G., Inc., dba Mercury, B-192903, November 24, 1978,

78-2 CPD 361. Rather, we believe 1t 1s proper to

determine whether unbalancing exists by focusing on the
pricing structure and the services to be rendered.se

The Comptroller's approach in Crown Laundry 1is

difficult to reconcile with the approach taken in Roan

Corporation, discussed earlier. The Comp Gen sustained Roan's

protest, upholding his bid which contained a price for the
base period which was 1700 percent higher than 1ts option
year prices and 90 percent higher than the price submitted by
Avis.e» In Roan however, the Comptroller carefully examined

the busginess reasons for this gigantic front-icading and
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concluded 1t was justified. Interestingly, the business
reasons set forth by Roan and accepted by the Comp Gen were
almost identical to those set forth by Crown and rejected.
It 18 also interesting to note that the first case relied
upon by the Comptroller above to support the proposition
that he has “consistently declined to look behind a bid to
ascertain business judgements’ invoived a bid where the
differential between the basic and option years amounted to
merely 5.8%. What the Comptroller actually said :in 3.F.&% G
was:

We do not believe it is the function of our

Office to look behind a bid tc attempt to ascervaln

the business judgements that went into formulatinsg

a bid, where the difference between the portions
o0f the total bid price 1s as slight as here.

This discussion isn't complete without reference to an
additional case involving Crown Laundry. In 1982, the year

before Crown Laundry and Dry Cleaners was decided, Crown had

responded to an Army IFB for rental of washers and dryers at

Fort Bragg. The name of the case was Solon Automated

Services, Inc.,se In that case the protestor (Solon), and

Crown submitted the following bids:

Base Year lst Option 2nd Option Total
Crown $674,992 $128,277 $108,501 $911,769
Solon £313,518 $319,284 $290,498 $923,301

The Army awarded the contract to Crown. Solon protested. The
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Comptroller sustained the protest, finding that Crown's bid
was mathematically unbalanced because Crown had failed to
show through adequate documentation that their bid reflected
the actual costs.ss In other words, Crown had failed %o
present adequate business reasons 2vidence and therefore lozt
the award. The next year when Crown again became involved 1in
a protest, armed with the teaching of Solon, 1t sought to
present evidence of business reasons but found the
Comptroller uninterested.i1co Thus Crown lost again, not
because he couldn’'t substantiate legitimate business reasons
for the heavy front-loading, but because he wasn’'t given the

opportunity to present them.

Inspite of the Comptroller Generals' decision i1n Crown

Laundry and Dry Cleaners, the determination of whether a bid

is mathematically unbalanced must include atleast some
inquiry into the business reasons behind the apparently
unbalanced bid. If there are valid business reasons and *%he
unbalanced bid 1sn’t jJust an attempt to get a windfall
advance payment, then by definition, the bid for the basic
period was not enhanced and the bid should not be considered

unbalanced.

The Comp Gen set forth an interesting analytical

framework in his recent decision 1in Howell Construction.

Inc.,101 Howell 1nvolved an Air Force solicitation for

painting services at Keesler Air Force base. The IFB
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contemplated the award of a contract for a 5-month base
period with two l-year options, and provided that options
would be evaluated at the time of award. The solicitation
aleso contained the standard warning that materially
unbalanced bids might be rejected..o: The three lowest bids

and the government estimate are shown below.

Base lst Option 2nd Option Total
Howell $£253,692 £497,816 $269,181 £1,020,690
Fasgco 199,200 452,783 457,095 1,109,078
Evco 286,536 668,308 605,417 1,560,263
Govt Est 241,960 590,796 508,838 1.441,504

Fasco protested %o the Air Force that Howell's bid should be
rejected as materially unbalanced. The Air Force concurred
and rejected the bid. Howell then lodged a protest which was
denied by the Comptroller under the following analysis:

Although there may be certain pricing variables
depending on the nature of the procurement, a bid
will be questioned if, in terms of the pricing
structure among the base and option periods, it 1is
neither internally consistent nor comparable to

the other bids received. Thus, a large pricing
differential existing between the base and option
periods, or between one option period and the other,
is 1tself prima facie evidence that the bid 1s
mathematically unbalanced. oz

The Comptroller then used this approach in determining
that Howell's bid was mathematically unbalanced. He
considered Howell's business reasons but found them of

insufficient weight to overcome the presumption outlined

above.

The best approach to use in determining whether a bid 1s
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mathematically unbalanced consists, therefore, of the

following steps:

Step 1. Is the pricing structure of +the base and options

internally inconsistent?

Step 2. Igs the pricing structure different than that of the

other bids received?

Step 3. If the answer to ei1ther question 1 or 2 1s yes and the
differential i1s significant, then a presumption arises that
the bid is mathematically wunbalanced. This presumption of law
1s sufficient to sustain a determination of mathematical
unbalancing unless and until it is overcome by evidence of

legitimate business reasons.

Step 4. The business reasons, if presented, will be examined
to see if they are of sufficient weight to overcome the
presumption of unbalancing. The bigger the differential, or
the more unbalanced the bid, the more difficult it will be

to overcome the presumption.

b. Material Unbalancing

Once 1t 135 determined that a bid is mathematically
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unbalanced by applying the analysis outlined above, the second
prong of the test involves a determination of whether the bid
is also materially unbalanced. The test for material
unbalancing i1s generally stated as whether there exists
reasonable doubt that award would result i1n the lowest
ultimate cost to the government.i.os Historically, the
contracting officer has been granted a significant amount of
lattitude in determining whether this "reasonable doubt”
exl1sts.i1o0s Prior to 1982 the Comptroller General seemed to
take the view that as long as the government has a known
requirement and is reasonably certain funds will be available
to exercise the options, the bid could be accepted. The 1879

case of Reliable Trash Serviceiocs, 18 a good example of this
%

philosophy. That case involved an Air Force solicitation for
refuse collection at Robins Air Force Base. The contract was
to be for a 3-month basic term plus 3 additional l-year
options. The Air Force evaluated the offers and made the
award to Peach State. Reliable protested on the grounds that
Peach State's bid was materially unbalanced. The bids

submitted by Peach State and Reliable are shown below.io-

Basic lst Option 2nd Option 3rd Option Total

Peach £295,415 530,468 277,804 275,904 31,379,691
Reliable$113,351 453,404 453,404 453,404 31,473,563

Reliable argued that Peach State had front-loaded the basic
three-month period and the first option period. The

Comptroller General denied Reliable's protest, finding that
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although the bid was mathematically unbalanced, since the Air
Force had a known regquirement for refuse collection and was
reasonably certain funds would be available, there was not
reasonable doubt that award to Peach State would result 1n

the iowest ultimate c¢cost to the Government..,os

Another good example of the Comptroller’s pre-1982

approach can be seen 1n K.P. Food Services:os, a 1980 Navy

case which involved a solicitation for mess attendant
services. Although the low bidder had front-lcaded the basaic
period by £182,871 and his overali bid would not beceome low
uni:ess both of Ltwo cprion per:i:cds were exercized, the Comp dGen
ailowed acceptance of *+he unbalanced bi:d because “the »ecord
shows the requirement for mess attendant services 1s certaln
to exist during the option period and that there is a
reasonable expectation that funds will be available to
exercise those options because of the nature of the service

involved. " 110

In Lear Siegler,Inc.i111, decided 1n 1982, a new rule was

stated. There the Comptoller General heid that even .f =he
Government agency expects to exercise the options and :funds
are available, a bid will be found to be materially
unbalanced if the cost advantage associated with the
mathematically unbalanced bid will not be realized by the
Government unti. well into the tfinal option year. The tracts

1n Lear Siegler are very i1nteresting. The Army solicited baids
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for operation of the motor pool at Fort Bragg. The contract
was to be for a base period of 6 months plus 3 option
periods, the first two for 12 months and the last one for 6
months.11z The relevant bids were as follows:

(prices are stated in terms of dollars per month)

Base lst Option 2nd Option 3rd Option Total
SAE $275,185 £97 ,586 $80,920 $80,920 $4,150,341
LSI $127.,337 3116,054 $115,834 $116,972 $4,248,510

The Army determined that SAE’s bid was materially unbalanced
because "the magnitude of enhancement of the first per:iod
makes 1t apparent that acceptance ...would not resuit in

the lowest ultimate overall cost to the Government. ::2
SAE then filed a protest with the GAO and also brought an
action 1n Federal District Court at which point the Army
sounded retreat and redetermined that SAE's bid was not
unbalanced after all given the needs and funding expectations
of the Government. LSI then protested. The Comptroller

Zranted *h

>

D

protest, finding that inspite of the fact that
~he Army expected to exercise the options., i1n view of SAE's
f{ront-locaded bid structure and the fact that it would not be
until well after the exercise of the third option year that
~he bid actually bYecomes low, there 15 reasonble doubt that
award to SAE would result in the iowest ultimate cost to the

gJovernment. ;14

The following *able i1llustrates how the Lear Siegler

~est has been applied i1n zubsequent major cases.i:=w
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Months Performance When Bid
Case including options Became Low Qutcome
Solon Automated
Services 36 36th month rejected
International
Shelter Sys. 36 36th month rejected
Crown Laundry 36 36th month rejected
Crown Laundry 36 28th month rejected
USA Pro 36 26th month rejected
Jimmy's Appliance 34 l14th month accepted
TLM Berthing 60 42nd month accepted

Thus it appears that where the government will not realize
the cost advantage represented by the bid in question until
the last, or nearly the last, month of performance the
Comptroller will find the requisite reasonable doubt even
though the government has a firm requiremnt for the options,
fully expects to exercise them and is reasonably certain that
funds will be available. If, on the other hand, the cost
advantage offered by the low unbalanced bid is realized
relatively early in performance, the Comptroller will not

find the bid to be materially unbalanced.

4. Remedies
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a. Rejection/Cancellation

The Comptroller General generally takes one of two
approaches in response to unbalanced bids. If the
solicitation contained the appropriate warning (FAR 52.217-5)
that materially unbalanced bids could be rejected as non-
responsive, the Comptroller will require rejection of the
unbalanced bid and award to the next low balanced bidder.i.:s
If the solicitation failed to warn bidders that materially
unbalanced bids could be rejected, the Comptroller General
has required cancellation of the IFB or contract and re-
solicitation.i11- The U.S. District Court for D.C.
required cancellation of the contract and re-solicitation 1in
a case where the solicitation did contain the proper warning
but the Navy nevertheless accepted the unbalanced bid,
finding the procurement procedure so tainted that

resolicitation was the only proper remedy.i:i=s

In most cases the remedy of rejection or cancellation 1is
the wrong answer. In an era of increasingly tight budgets the
practice of rejecting a low unbalanced bid is akin to using
an elephant gun to shoot a flea off the back of your loyal
dog. It certainly takes care of the flea but you lose your
pet in the process. We likewise do away with the problem of

an unbalanced bid, but lose our low bidder in the process.

There are better ways to deal with unbalanced bidding
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than merely giving the government the right to reject the

bid. These will be discussed in the following material.

b. Level Pricing

The FAR allows the solicitation to require that option
prices be no higher than the price for the base period with
the caveat that award can be made to bids with higher option
prices as long as acceptance doesn't prejudice any other
offeror.;:s Use of this level option pricing provision
(LOPP) is helpful in preventing unbalanced bids for

additional option gquantities. In Numax Electronics

Incorporatedizo the solicitation contained a level option

pricing provision. Numax, however, submitted a bid which
contained option prices which, although equal to the price
for the base quantity when the same quantity was ordered,
increased for progressively smaller increments of the option
quantity. They bid $1,710 per unit on the base quantity of
1,522 units. For the option quantity, they bid a range per
unit of from $1,710 if all 1,522 option units were ordered to
$2,576 per unit for progressively smaller increments of the
option quantity. The Comptroller upheld rejection of Numax's
bid because its price was higher than the lowest unit price
for the base quantity if the Army were to order less than the

base quantity.iz1 The Comptroller has had no difficulty

Page 56




—7

finding that bids which violated the LOPP prejudiced other

bidders.iz=

Use of level option pricing provisions enables the
government to make an award based on evaluation of only the
basic period with the assurance that the bidders have not
inflated their option prices and bid nominal prices for the
base period in an effort to win the award. It works well in

situations where the option units are essentially identical

to the basic unit and only the basic period need therefore be
evaluated. Although a bidder would still be able to front-
load his bid even with the existence of an LOPP, there 1:s

little incentive to do so when only the base period is

evaluated.

c¢. Prohibition of Nonrecurring Costs in Option Prices

Another method of attempting to prevent unbalanced bids
which is particularly useful when only the base period 1is
evaluated involves the prohibition of nonrecurring costs 1in
the option period prices. This prevents the bidder from
offering a nominal base period price while shifting his
startup costs to the option periods. The Comp Gen, however,
may have undermined this method by its decision i1n Hitachi

Denshi America,Ltd..=2z2 In that case the solicitation

contained the following clause which prohibited offerors from

including i1n the price for option quantities any costs of a

Page 57




startup or nonrecurring nature:

"The bidder/offeror may indicate in the space
provided below, the unit price(s) for the
increased quantities. The bidder/offeror agrees
not to include in the price for option quantities

any cost of a startup or nonrecurring nature... i1:ae

The solicitation also provided that if an offeror entered no
price for the option quantity, the price stated for the basic

quantity would apply.

Tektronix bid $893 per unit for the basic quantity and
did not insert a price for the option quantities. The Army
therefore used the $893 basic quantity price 1n evaluating
Tektronix's bid for the option quantity. The Army made the
award to Tekronix as the low bidder. Hitachi protested on the
grounds that, since Tektronix’'s option price was the same as
the basic quantity price, the option quantity price must
contain nonrecurring costs in violation of the solicitation
terms. The Comptroller General denied the protest, finding
that since the solicitation didn't require submittal of a
price breakdown, 1t was posgible that due to i1nflation and
the 5-year contract length the option prices could be as high

as, or higher, than the basic period price.i:zs

Thus, atleast with regard to awards made using sealed
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bidding (and this is the only area where unbalanced bidding

should be a problem), the Comptroller’'s willingness to allow

option period prices to be equal to the base per:iod price
when a possibility of inflation, etc, exists, makes this
method of preventing unbalanced bidding fairly impotent. I
do believe, however, that 1n Hatachi the Army set

themselves up for a fall by specifically allowing the base
period price to be used as the price for the option periods
as well, thereby tacitly agreeing to allow nonrecurring costs
in option prices. The Comptroller may decide differently 1if
the bid was materially unbalanced as compared to the bids of
other offerors and the solicitation was consistent 1n

prohibiting nonrecurring costs 1n the base period price.

d. Discounting to Present Value

The best method for dealing with unbalanced bids 1in
option contracts would be to discount all option period
prices to present 'ue. Experts agree that this would remove
the incentive for bidders to front-load their prices 1in

order to obtain the free use of money in the early years.:i:e

As stated by the Comptroller 1in Linolex Systems, Inc.iz-:

"The reason for the use of present value method
(PVM) is that in making the determination...the
time value of money must be considered. It is
necessary to determine present value because
money has earning power over time. A dolliar
received today is worth more than a dollar
receirved next year and, conversely, to postpone
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spending a dollar until next year gives one the
opportunity to earn interest on that dollar

or otherwise productively use if for the
one-year period. 1zm

While the FAR is silent on the use of the PVM in

evaluating bids containing option prices, it i1s interesting

to note that the Government does use this method in

evaluating ADPE procurements under the guidelines contained
in the Federal Information Resources Management

Regulations.izse

A case 1llustrative of the use of the FVM method of

evaluation :1s Salon Automated Servicesizo. In Salon, the Army

solicitation specified that bids would be evaluated by
multiplying the base year monthly price by 11.115599670,
multiplying the first option year monthly price by
9.635495047, and multiplying the second option year monthly
price by 8.3524686, thus discounting for the cost of money at
an annual rate of 14-3/8 percent. Lets look at the before and
after effects of applying the PVM to the bids 1n that

case.1z2

Before Applving PVM

Crown Salon
Base Year $914,500 $338,052
First Option Year 199,058 397,182
Second Option Year 194,433 416,852
Total $1,307,991 $1,152,056

After Discounting for Present Value
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Crown Salon
Base Year £848,127 £313,518
First Option Year 160,546 319,284
Second Option Year 135,795 290,300
Total 1,144,471 $923,300
Total Difference &1,307,901 £1,152,056
-1,144,471 823,300

163,236

228,756

Of interest is the fact that the whereas Crown’'s unbalanced
bid decreased by only £163,236 after discounting for present
vaiue, Salon’s bid which wasn’t unbalanced decreased by
$228,756. This illustrates how applying the PVM removes much

of the incentive for a bidder to front-load his bid.

Thus we can see that use of remedies such as the level
option pricing provision, the prohibition of nonrecurring
costs in option prices, and especially the present value
discounting method are desireable alternatives to the general
practice of merely warning bidders that a materially
unbalanced bid may be rejected and then throwing out the baby

with the bathwater.

B. Multi-year Contracts
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The tests, definitions and rules for mathematical and
material unbalancing discussed above in connection with
option contracts also apply to multi-year procurements.
Multi-year contracts involving firm requirements for a
definite duration have, however, been somewhat less
susceptible to unbalanced bidding. This 1s because,
first, the vast majority of procurement funds are limited by
statute to obligation during the fiscal year 1n which the
contract is executed which means that the total number of
multy-year contracts is relatively small; second, due to the
complexity of most multi-year procurements, they will be
awarded using negotlation procedures instead of sealed
bidding and indeed only a true 1diot would accept a
materially unbalanced bid in the context of a negotiated
procurement; and third, the ASPR, DAR and now the FAR contain
a fairly detailed set of solicitation and award criteria for
multi-year procurements, among which are requirements for
separate pricing of nonrecurring costs, a provision that the
unit price of each item or service in the multi-year
requirement be the same for all program years (level unit
price) included,:z: and evaluation requirements which compare
the unit costs under a multi-year arrangement with what they

would be under a single year contract.izs

Strangely enough, the issues regarding unbalanced
bidding in multi-year contracts arise in connection with the

disregard by bidders of the above stated FAR requirments.
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The landmark case 1n this area 1s Keco Industries, Inc.:zs

which involved a Navy multi-year solicitation for mobile air
conditioning units. Section D of the Spec:al Evaluaton
Factors contained in the solicitation specified that the unit
price of each like item was to be the same for all program

years 1included. The following bids were received:

Unit Price 001 Q02 003 004
Keco £43,523 * £41,694 £41 ,094
AAF 49,900 43,940 49,900 49,9000
ACL 50,868 58,193 50,868 50,868
JAP 89,992 27,610 89,992 89,992

*Keco indicated in its bid that costs of 1tem 002 were
included in 1tem 001

(Items 001,003,and 004 were air conditioning units, item 002
was tech data)

After an agency-level protest by AAF.the Navy rejected Keco's
bid as non-responsive for non-compliance with the level

unit pricing requirement. Keco protested. The Comptroller
General sustained Keco's protest and enunciated a new

rule for multi-year unbalanced bidding cases which was
analogous to the rule used in option contracts. The
Comptroller stated that in accordance with the philosophy
applied in single year procurements with option provisions

the new rule would be that deviations from the level unit
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pricing requirement would only cause rejection of the bid if
the deviation worked to the prejudice of other bidders for
the award..z= The Comptroller found the spread between Keco
and AAF to be so =gignificant that he was convinced that even
had AAF been permitted to bid in the manner Keco did, 1t
would not have been low. He also analyzed the 1mpacts of a
contract cancellation after each year and determined that in
the event of a cancellation after any year, Keco would still

remain the i1ow bidder.i.zs

This means that the regulateory unit pricing requirements

imposed on muiti-year contracts by the FAR are viewed more

egss as 1nformalities which will be waived in the absence

P

or
of prejudice to other bidders. In addition to the “prejudice
to other bidders test” the Comptroller has overlayed the

traditional two-prong mathematical and material unbalancing

test to this area. Thus in Peach State Sanitation, Inc.i1z-,

which involved a bidder who deviated from the solicitation’s
level unit pricing requirement, the Comp Gen first looked to
determine 1f there was prejudice to other bidders, then
applied the =raditional mathematical and material tests to

determine 1f the bid was unbalanced.

The methods currently employed by the FAR for preventing
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unbalanced bidding in multi-year procurements (ie. level unit
pricing, segregation of nonrecurring costs, and comparative
evaluation) seem to be working fairly well. As long as non-
recurring costs are separately i1dentified and unit prices are
xept level, there shouldn’'t be much opportunity for

unbalanced tidding in the mult-year arena. However, in cases
where bidder(s) have deviated from FAR requirements, the

use of the discounting to present value method couid be useful
determining whether prejudice exists. In fact, one might even
suggest that we could dispense with most of the regulatory
constraints if present value discounting was used in the
evaluation of multi-year bids. The incentive for bidders to
unbalance their bids would be greatly reduced by considering
the time value of money in the evaluation process. (see
discussion of present value discount method discussed above at

paragraph 44d.)
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CHAPTER FOUR

PERFORMANCE ISSUES

While previous chapters have focused on unbalanced bidding
at the front end of the contractual process, this chapter
will deal with 1ssues relating to unbalanced bids which arise
during contract performance. Four principal i1ssues have
arisen in this context. They are: first, will liguidated
damages be considered as a penalty when thev are calculated
based on an unbalanced unit price; second, what are the
consequences of either a formal or constructive change by the
Government 1in an attempt to remedy the effects of an
unbalanced bid; third, what happens when the Government
decides to terminate all or part of the contract for
convenience 1n an attempt to avoid paying the inflated
portion of the unbalianced bid price; and fourth, what are the
consequences when a contractor who has submitted an
unbalanced btid seeks to take advantage of the availability of

progress payments?

A. Liquidated Damages

The use of liquidated damages in order to motivate
contractors to perform on time 1s a widespread practice 1n

government contracting, not unlike the private sector.i.z= In
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fact the same general rules that apply to their use and
enforcement in private contracting also apply in the public

contracting arena.izs

The Federal Acquisiton Regulation sets forth the
following general policy guidance regarding the use of

ligquidated damages:iaco

Ligquidated damages clauses should be used
only when both (1) the time of delivery or
performance :s3 such an important factor :1n
the award of +the contract that the Government
may reasonably expect to suffer damage :1f

the delivery or performance is delingquent,
and (2) the extent or amount of such damage
would be difficult or impossible to ascertain
or prove, In deciding whether to include

a liquidated damage clause 1n a contract.

the contracting officer should consider rthe
probable effect on such matters as pricing,
competition, and the costs and difficulties

of contract administration.

The rate of liquidated damages used must be
reasonable and considered on a case-by-case
basis since liquidated damages fixed without

any reference to probable actual damages
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may be held to be a penalty, and therefor

unenitorceable.

In addition, the DOD FAR supplement makes the use of
liquidated damages mandatory in most construction

contracts. 141

Government contract case law also closely parallels the

private sector common law in this area. In Lauhoff Grain

Companyis=z, the AGBCA summarized the analysis to be applied

in liquidated damage cases as follows:
It is a well established rule that a provision
for liquidated damages will be regarded as
valid, and not a penalty, and will be upheld
if, at the time it was written *he following
three conditions existed: (1) the damages
to be anticipated from the breach are uncertain
in amount or difficult to ascertain, (2) there
was an intent by the parties to liquidate them
in advance, and (3) the amount specified is
reasonable and not greatly disproportionate to
the presumable loss or injury.iass

Although these rules appear %o be fairly cut and dried,

applying them to a specific fact situation 1s seldom easy.

Hence %“heir use 1nvites substantial judicial intervention.iaas

The situation becomes even more complex where unbalanced
bidding 1s involved. What happens, for example, when the
amount of liquidated damages to be assessed is calculated by

multiplying a unit price, which turns out to be unbalanced,
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by a given factor? The net effect will be that the liquidated
damage amount will be unbalanced to the same degree that the
unit price 1s unbalanced. This was the situation faced by the
Board in the "Sugar Pine  caseiswn, decided in 1982. There the
contractor had unbalanced 515 bid in a Forest Service timber
sale contract by grossly inflating his price for the sugar
pine tree in response to a solicitation where award would be
made on the basis of the highest total bid for all the
species.i1s4e Whereas the Government's advertised rate for the
Sugar Pine was $51.44 per board foot, Ericksen, the
contractor, bid #$840.00 per board footia~», thus gambling that
the Government's estimated volume of sugar pine board feet
was overstated. He planned to purchase the bulk of the timber
composed of other species for a nominal amount while still
having the high bid overall. (Incidentally, the Forest Service
lost nearly two million dollars due to this type of skewed
bidding and has recently taken steps to prevent :%t)ias

All was going according to plan for Ericksen Lumber in the
"Sugar Pine’' case until they made the mistake of cutting a
reserve tree which happened to be a sugar pine. The
liquidated damages provision contained in the contract called
for liquidated damages to be calculated by doubling the bid
price for the species wrongfully cut and then adding another
£500.00. Due to Ericksen’'s extremely inflated price for the
sugar pine, the total liquidated damage figure for cutting
the one reserve tree came %o $40,304.25.:49 Ericksen

contended that this represented a penalty and was therefore
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invalid as a liquidated damage.

The Board applied the standard 3 prong analysis
outlined in the Lauhoff case above. They found no dispute
with the first two prongs. Because the reserve tree was a
memorial to Jon Pratter who had spent time at the tree
prior to his death,i=so the ascertainment of damages was
difficult. The Appellant, Ericksen, was a knowledgeable
bidder for Forest Service Timber who understood the method
used for calculating liquidated damages and had an intent to

provide for them.

The issue therefore boiled down to whether the amount was
reasonable and not greatly disproportionate to the presumable
loss or injury. The Board held that since Ericksen itself, by
its manner of bidding, set the amount, it could not have been
meant as a penalty by the Government. Evidencing a
reluctance to let the contractor who submitted an unbalianced
bid have his cake and eat :t too, the AGBCA concluded that
“he appellant "openly bargained”™ with the Forest Service for
the amount assessed at the time of entering 1nto the contract

and would not be excused.i.s:

This "assumption of risk” theory appears to make sense
and will likely be applied i1in future cases where a contractor
assumes the risk of paying disproporticnately high liguidated

damages by submitting a disproportionate {unbalanced) bid.
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B. Change Orders/Equitable Adjustiments

Can a government contracting officer accept an
unbalanced bid and then subsequently, through the use of
either constructive or formal change orders, seek to prevent

contractor from obtaining the benefit of his bargain?
1. Constructive Changes
An excellent example of an attempt by the Government *+o

prevent a contractor from capilitalizing on his unbalanced bid

is seen i1n the case of John Murphy Construction Co.:1s2z That

case, decided by the AGBCA in 1979 involved a contract for
the construction of flood water retarding structures 1in the
American Southwest desert. John Murphy Construction, the
Appellant and successful bidder, had obtained the award on
the basis of an unbalanced bid. By grossly inflating his
bid price for Bid Item No. 2, Clearing and Grubbing, *he
contractor was entitled to receive what would have been
equivalent to a huge advance paymenti==. In order to prevent
the contractor from receiving this advance payment, the
contracting officer revised the contractors previously
approved schedule of operations which called for the
contractor %o clear and grub the entire borrow area before

any borrow was taken from :1t. Under the revised schedule the
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borrow was released in phéses to the contractor for clearing
and grubbing,.=ss the net effect of which was to prevent
completion of Bid Item No. 2 until well 1nto contract
performance. The Appellant filed a claim with the contracting
officer for an equitable adjustment based on a constructive
~hange. The contracting officer denied the claim, finding the
contractor was not justified receiving the price for Bid Item
No.2 until it had given the Government sufficient value for
1ts money.is= The AGBCA held for the Appellant, finding the
2x1stence of a constructive change order entitling the

contractor to an equitable adjustment. The Board stated:

The fact that Appellant’'s bid was
unbalanced did not constitute
Jjustification for the Government to
interfere with Appellant’s planned
Sequence of Operations... When a
contractor’s planned schedule of

work 1is interfered with or revised by
the Government for its benefit and
convenience, in a manner not required
by the contract, it must be treated

as a unilateral constructive chansge
order..ise

The amount of recovery given the contractor 1in the Murphy
case 185 significant. As stated by the AGBCA:

Accordingly we conclude on the basis of
the findings of fact herein that the
borrow was 1mproperly released and that
Appellant 15 entitled to an equitable
adjustment for any additional costs he
can prove he i1ncurred because of the
crosshauls and overhauls required as a
result of the Government's method of
releasing the borrow.is-

The measure of recovery in constructive change/equitable
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adjustment cases is always the actual cost impact on the
contractor concerned.isses Therefore, even though the Board
finds that an Appellant is entitled to an equitable
adjustment when the goverment seeks to prevent him

from capitalizing on an unbalanced bid, 1t 1s significant
that since the recovery will be based on actual additional
costs incurred, it will not give him the benefit of his
unbalanced bid price. In Murphy the contractor recovered a
fraction of what he would have received had the government
allowed him to finish the clearing and grubbing in the

beginning and receive his grossly i1nflated bid price for that

effort..es

It therefore appears that, based on the Murphy case,
while the Government will not be allowed to have a completely
free hand in preventing a contractor from realizing the
benefit of his unbalanced bid, where the actual cost incurred
by the contractor by reason of the government’'s actions will
be small in comparison to the windfall which he would
otherwise receive, the Government should consider pertforming
whatever corrective surgery is necessary in order to
ameliorate the effects of the unbalanced bid and then
cheerfully pay the contractor for his additional costs

incurred by reason of the corrective surgery.
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2. Formal Changes

The year following the AGBCA's decision in Murphviso
another unbalanced bid case came before them which also involved
the construction of flood water retarding structures in the

Southwest desert. This case was Richard P. Murray,Inc..s:.

While it was an unbalanced bid case, it differed from the
Murphy case discussed aboveiez because here the Government
sought to prevent the contractor from capitalizing on his
unbalanced bid by issuing a formal unilateral deductive change
order to the contract. In response to a solicitation which
called for bids on a cubic yard of cement basis the Appellant

submitted the following winning bid:.e=

Bid Item Price/cubic yard
207 £500.00
208 60.00
307 500.00
308 60.00
407 500.00
408 60.00

Items 207, 307, and 407 called for the construction of formed
concrete cradle and anti-seep collars for the principal
spillway conduit using class 4000 concrete having a minimum
compressive strength of 4000 pounds per square inch. Items
208, 308, and 408 called for the construction of subgrade
slabs for the spillway outlets and the baffled chutes using
class 2500 concrete having a minimum compressed strength of

2500 pounds per square inch. i1ea4 Murray had grossly
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inflated his bid price for the class 4000 projects because he
estimated they would require a much larger amount of cement
than the class 2500 projects. He offered a nominal price for
the class 2500 cement in order to win the award. Price
comparison with similar projects indicated that a reasonable
price would have been around $300 per cubic yard

(alittle less for class 2500 and and little more for class

4000) . 1em

The government, in an attempt to prevent Murray from
realizing a windfall on his unbalanced bid, made a deductive
change decreasing the weight of the concrete to be used for
items 207, 307, aand 407 to class 2500. They then sought to
pay him the price he had bid for class 2500 cement which was
$60.00 per cubic yard..se This would have meant a savings of
nearly $50,000 to the government. The contractor, on the
other hand, claimed that he was entitled to his contract
price tfor i1tems 207, 307, and 407, which was $£500 per cubic
yvard of cement minus only the difference 1in material cost
which was $4.00 per cubic yard. He therefore claimed to
be entitled to $496.00/cubic yard for Items 207,307 and
407.1e> The Board granted summary judgement for the
Appellant and made the following statement:

A contractor will not be allowed to use

an equitable adjustment as a way to obtain
reformation of the contract when he has

made an i1mprovident bid or a unilateral
mistake in making the contract....Conversely,

the Government cannot use the Changes clause
and the equitable adjustment provided for

Page 75




therein as a means of seeking reformation
of the contract in order to neutralize an
unbalanced bid or correct a mistake in the
estimated amounts in the bid schedule. It
is apparent in this case that the compelling
reason for the change order was to avoid
having to pay the price bid on the three
items of class 4000 concrete. It 1s also
apparent that approval to substitute the
lower priced concrete was given by the
design unit based on that consideration
alone...i1e62
The contractor was therefore allowed the benefit of his
bargain even though 1in so doing he would be capitalizing on

his grossly wunbalanced bid.

How can the outcome in Murrav be reconciled with the
outcome in Murrhy, discussed earlier”?” Both cases 1nvolved
attempts by the Government to erradicate the costly effects
of an unbalanced bid. In Murphy, the Government was largely
successful because the contractor received an equitable
adjustment based on his true actual cost incurred while in
Murray, the Appellant was successtul 1n obtaining the full
benefit of his unbalanced bid price. The answer involves the
posture in which the cases came before the Board. The burden
of proof with regard to reasonableness of costs shifts
between the parties depending upon whether the government
issued a2 formal deductive change order, or merely committed
acts which altered the manner of performance and which form
the basis of a constructive change order claim by the
conwractor. The Court of Claims stated this rule as follows:

The Government has the burden of proving
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how much of a downward equitable adjustment

in price should be made on account of the
deletion of the original valves. Just as the
contractor has that task when an upward
adjustment is sought under the Changes clause,
so the defendant has the laboring ocar, and
bears the risk of failure of proof, when a
decrease 1s at issue.ies

Thus it appears that in both Murphy and Murray the party who

had the “"laboring oar” failed to carry the burden of proof.

And although the question of whether this outcome makes sense 1is
beyond the scope of this paper, it does, however, point out

some strategy considerations which both the government and

the contractor should be aware of when an unbalanced bid has
been accepted. The Government will want to avoid performing
corrective surgery using a formal deductive change and the
contractor should be intent on preventing the Government from
making changes or altera:io-n=z without using the formal change

order mechanism.

C. Termination For Convenience

Whereas the Changes clause may be used in an attempt to
ameliorate the effects of unbalanced bidding by changing the
method of performance or revising the specifications, major
deletions of work must be accomplished under the Termination
for Convenience clause.i1»c This clause, found at FAR 52.249-2

states:
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The Government may terminate performance of work
under this contract in whole, or from time to time,
in part if the Contracting Officer determines that

a termination 1s in the government’s i1nterest.

1. Effect of Termination for Convenience

This provision is perhaps the most unique in Government
contracting..»: It gives the Government an extremely broad
right to escape from the contract and limits the contractor’s
recovery to costs incurred, profit on work done and the costs
of preparing the termination settlement proposal. Recovery of

anticipated profits is precluded..~»z

An agency which finds itself in the position of having
accepted an unbalanced bid may be tempted to terminate the
contract, either completely or partially, 1n order to keep
the contractor from realizing a windfall profit. Termination
for convience 135 appealing to the Government because the
contractor is due only an equitable adjyustment which is not
based on the contract price. For example,1f the
entire contract were terminated, the contractor is only
entitled to receive his costs incurred plus a fair and
reasonable profit on work done. i1»z This could be
substantially less than his inflated bid price. If, on the
other hand, the contract 1s only partially terminated the

contractor 1s only entitled to an equitable adjustment for

Page 78




the increased costs of the remaining work..vs« The burden

of proving increased costs is on the contractor.:-= This
could also serve to prevent realization of the intended
benefits of an unbalanced bid. Even more unpaiatable to an
unbalanced bidder 1s the situation where a contract contains
severable items because termination of a severable item of
the contract requires no equitable adjustment whatsoever for

the remaining items..-s

The case of American Maintenance and Management

Services, Inc. :72», decided by the ASBCA :1n 1974, :llustrates

the precarious situation faced by an unbalanced bidder who
finds the enhanced portion of his contract terminated :Ior
convenience, This case involved a contract for janitorial
services at Vandenberg Air Force Base in California. The
solicitation called for submission of separate bids for -wo
separate items of work to be performed. Schedule B covered
cleaning of the Airmen dormitories; schedule C the Airmen
transient quarters..-a The award was to be based on *he lowest
overall cost with a possibility of multiple awards for lowest
separately priced :tems. In order to insure themselves of
getting the award for atleast one of the schedules. American
submitted an unbalanced bid which contained a nominal price
for schedule C work and an enhanced price for schedule B
work..»-s Because both other bidders submitted all or ncne
bids which were expressly prohibited by the IFB, American won

the award for all schedules. After )just one month of
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performance the Air Force issued a formal notice terminating
for ~onvenience the Schedule B work due to funding
cutbacks.i1s0 The parties eventually worked out a settlement
agreement for Amer:ican’s claim on Schedule B work actually
performed, :n addition however, American submitted a claim
seeking an equitable adjustment for the i1ncreased cost of
periorming Schedule €, the non-terminated portion of the
contract.i1s1 “nder normal circumstances American would have
been entitled to this additional equitable adjustment. The
contract contalned the standard termination for convenience

clause which, in part, stated:

If the termination hereunder be partial,
prior to the settlement of the terminated
portion of this contract, the Contractor may
file with the Contracting Officer a request
In writing for an equitable adjustment of the
price cspeci1fied i1n the contract relating to
the continued portion of the contract (the
portion not terminated by the Notice of
Termination), and such equitable adjustment
as may be agreed upon shall be made 1n such

price oOr prices.isc

Notwithstanding the existence of this clause in the
zontract, ~he ASBCA refused to give American the add:tonal

2quitable adjustment 1t sought for -~he :ncreased costs of
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performing the non-terminated portion of the contract. The
Board found that American was not entitled to the egquitable
adjustment because the increased labor costs were not caused
by the partial termination of a severable portion of the
contract but rather by his unbalanced bid.i.sz Hence,
American’s scheme backfired and it suffered a sizeable loss

in performing the remaining portion of the contract.

2. Limitations on the Right to Terminate

Does the contracting officer have a totally unfettered
power to surgically remove the cancernus part of the
contract relating to the enhanced bid price through partial
termination for convenience? Until a few years ago many
would have answered yes.iss Only where the contractor
accomplished the nearly impossible by demonstrating bad faith
(1e.speci1fic intent to injure) by the contracting officer
could the Government’'s decision to terminate be successfully
challenged..1s= A Government motive to save public funds by
ameliorating the effects of an unbalanced bid would not be
conisidered bad faith. Hence the door was wide open for

American Maintenance-type actions.

In 1982 the Court of Claims handed down the landmark
Torncelloi2e deci13ion 1n which the Court refused to
allow the Termination for Convenience clause to be used to

avold anticipated profits unless there had been some change
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in circumstances between the time of award of the contract
and the time of termination. Torncello involved the situation
where the government had awarded a requirements contract to
Torncello but then subsequentiy purchased one type of work
under the contract from a competing bidder at a cheaper
price.i1s7 Although several Board decisions subsequent to
Torncello have attempted to limit its holding to the specific
facts of the Torncello case,i1ss experts suggest that these
decisions are too restrictive 1n that the basic purpose of
requiring changed circumstances is to assure that the
Government has entered into a real, not illusory, obligation

at the time of contract award.ise

Although the outer limits on the scope of the Torncello
rule may still be in doubt,iso there 1s little doubt that 1t
would apply squarely to unbalanced bid cases where the motive
to terminate was based on the Government's desire to save
itseif from a bad deal by removing the unfavorably enhanced
portion of the previously accepted unbalanced bid. Indeed the
Government’'s obligation could only be considered as :1llusory
if they entered into a contract resulting from an unbalanced
bid with the :ntent to excuse themselves from the unfavorable
part of the bargain. Therefore only 1n cases such as American

Maintenance :1s: discussed above where there are legitimate

changed curcumstances such as requirment changes or funding
cutbacks can the Government use termination for convenlence

to ameliorate *he effects of an unbalanced bid.
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D. Progress Payments and Unbalanced Bids

The availability of progress payments allows an
unbalanced bidder to capitalize on his bid by maximizing
the amount of funds he can obtain early in performance. This
is true especially in regard to a construction contract
bid on a per unit price basis where the awardee has front
loaded his bid by inflating the price of the first units and
understating the price of the remaining units., The difficult
igsue in this regard is whether, by obtaining progress
payments, the contractor has gone beyond merely engaging in
bad business practice (from the Government's point of view)

and is actually guilty of criminal conduct.
1. How Obtained

FAR Part 32 contains the basic rules governing the use
of progress payments. The contracting officer generally may
provide for customary pProgress payments equal to 80% of
incurred costs in situations where the contractor will be

unable to bill for the first delivery of products, or other

performance milestones, for a substantial time (normally 6

months) after work must begin, and will make expenditures for

contract performance during the predelivery period that have
a significant impact on the contractor’s working capital..s

k-1

While progress payment rates are based on actual costs
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incurred for supply and service contracts, construction
contracts base the payment on completion of work as measured
by hig bid amount for each unit of performance. 193 Payments
are normally made monthly on the basis of estimates approved
by the contracting officer which are based upon the bid amount
attributable to the units of work completed. These estimates
should be roughly equal to actual cogts incurred except when
based upon an unbalanced bid, in which case the contractor
will receive far more than his actual costs incurred early in

performance.

Progress payments are not self-executing. The contractor

must apply for them using a Standard Form 1443 . 194 And while
the Government is responsible to perform both fiscal and
physical supervision of the work in order to insure that the
work being performed fairly supports the progress payments
made, this oversight often involves no more than a comparison
of the amount paid to date with the percentage of bid price

attributable to the work performed to date. When the bid
price is front loaded the Contracting Officer may not

discover the huge disparity between the actual value of the
work performed and the amount of unliquidated progress

payments to date.

2. Relation to Unbalanced Bidding

In solicitations where progress payment provisions would
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be appropriate under the criteria outlined above (ie. long
lead tim2 until billing milestone) the availability of
progress payments has the effect of allowing the contractor
to get maximum money early in performance. His shroud of
legitimacy will not be disturbed as long as no one gquestions
the unbalanced nature of his bid. He is, after all, matching
his progress payment requests with his percentage of
completion based on the bid amount attributable to the units

completed.

An issue exists, however, as to whether in submitting a
request for progress payments based on a front loaded bid the
contractor is actually making a false claim or a false
statement to the Government. He is receiving the use of
public monies before actually entitled to them. Does this make
him guilty of some sort of wrongful appropriation? If so
there are a lot of criminal unbalanced bidders (bids, not

minds) out there.

As part of the SF 1443 submission the contractor is
required to sign a certification which states in fine
print, that all of the data submitted on the SF 1443 is
correct (including the incurred cost data), that “the costs
of contract performance have been paid or will be paid
currently,...that the work reflected above has been
performed, that the quantities and amounts involved are

consistent with the requirements of the contract”..es In
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order for a contractor who has submitted a front loaded bid

to receive progress payments, he must calculate incurred

costs as a percentage of the inflated amount which he bid for
the front loaded units. While this figure may be close to the
mark for balanced bids, it becomes fictional for a front
loaded bid. A front loaded bidder also engages in fiction by
certifying that the work associated with the reported incurred
cost figures hag been completed and costs paid. The work

truly associated with the inflated bid amounts will not be

performed until later in the contract.

The FAR specifically authorizes the ACO to make progress
payments based upon the contrator’'s certification without
first conducting an audit.i.se This encourages the kind of
chicanery described above. The FAR does provide for post-
payment audits, however, which are to determine whether there
is reason to doubt the contractor’s accounting and control
system or his certfication.isv Upon discovery of improper
certification or control, the ACO is authorized to suspend or
decrease payments, or increase the liquidation rate.i.se These
administrative remedies are seldom used, however, and provide
no deterent effect to future abuses of the progress payments

system by an unbalanced bidder.

The civil False Claims Acti.es, Which carries a
potential penalty of treble damages plus a $10,000 fine, may

be violated when the contractor knowingly presents an
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SF 1443 containing fictional cost incurred data based on an
unbalanced bid. Although some courts have held that a
specific intent to defraud the government is required in
addition to the knowledge that the information submitted is
falsezoo, the majority view seems to be that knowledge that
the cost item submitted is false is sufficient for imposition
of the fine.zo0: While an unbalanced bidder who submits a
request for progress payments based on a front loaded bid
doesn’'t believe he is defrauding the Government because all
he is doing is getting use of the money earlier than actually
entitled, by presenting fictional incurred cost data based on
his front loaded bid, he is possibly violating the Act.

It would be difficult, however, to prove that the contractor
violated the act knowingly since his method of estimating
incurred cost data by calculating percentage of completion

by relating the units completed to the amount bid for

those units is accepted practice in the construction arena.
And a contractor who negligently submitted false incurred cost

data in his SF 1443 would not be in violation of the act.:zo=

The criminal False Claims Actazos, which carries a fine
of up to %1,000,000 and/or a prison sentence of up to 5 years,
could also be violated if a contractor knowingly submits an SF
1443 containing false incurred cost data. All agree that no
showing of specific intent is required.zoc« The contractor
must merely act with the knowledge that the claim is

false.sos Claim is defined under both the civil and criminal
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acts as any demand upon the Government for payment of money
or transfer of property.zoce An contractor who requests
progress payments using fictional incurred cost data based on
a front loaded bid may be violating this Act as well but it
will likewise be difficult to prove knowledge that the claim
is false since calculation of percentage of completion by
relating units completed to unit bid amounts is an accepted
practice. Another circumstance that would discourage the
bringing of criminal charges is the fact the Contractor is
actually entitled to the money at a later point in time
during the performance period (although he is not entitled to

early use of the money).

By submitting a request for progress payments (SF 1443)
which contains false incurred cost data, a contractor may
have also violated the False Statements Act.z20+» This act,
which also carries a fine of up to 10,000 and/or a prison
sentence of up to 5 years, is violated when the contractor
knowingly and willfully makes a material false statement to
the Government.zoce Violation of the act does not require
reliance on the false statement by the Government.zce Its
scope is extremely broad, more so than the False Claims Act
discusged above. The fact that the Contractor is only seekirng
to obtain funds ear’ er than entitled would not affect
applicability of this Act. If a contractor certifies that the
incurred cost figures reported in his SF 1443 accurately

reflect work performed when he knows they are based on
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front loaded unit prices, he hag probably violated the act.
Here, as with the False Claims Act, it will be difficult to
prove a ‘knowing® viclation in light of the acceptel
construction industry practice of estimating incurred cost on
a percentage of completion basisg. Another troublesome issue
to a hopeful prosecutor would be the fact the the Contracting
Officer has accepted the awardee’s unbalanced bid and by so
doing may have precluded a subsequent claim that the per unit
bid amount does not reflect reality. Reality is the accepted
contract price. The opportunity to compiain may have

vanished with acceptance of the front loaded bid.
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CONCLUSION

~Y This paper has presented a broad, indepth analysis of
unbalanced bidding. The first chapter presented a general
overview; the second chapter dealt with unbalanced bidding in
multi-item procurements; the third dealt with multi-period
procurements, and the fourth with performance issues. Present
methods of dealing with unbalanced bidding were analyzed;

new and better methods were proposed.

In the multi-item arena, the best method for dealing
with the problem appears to be the single percentage factor
method. Used properly, this method would preclude unbalanced
bidding in multi-item contracts. The problems encountered by
practitioners in trying to interpret and apply the overly

mechanical GAO two-prong test would be alleviated.

In the multi-period arena, the best method of dealing
with the problem appears to be the discounting to
present value method. This would take the incentive away from
contractors to unbalance their bids and relieve practitioners
from attempting to apply the mechanical GAO tests to

complex fact patterns. (gf Lg

In any event the GAO should take a hard look at their

current eagerness to throw out the babyv with the bathwater

Page 90




e

by cancelling solicitations, terminating contracts, and
losing low bidders which results in increased expenditure of

tax dollars.

From the standpoint of performance, contractors should
take a close look at the method of calculating liquidated
damages contained in the contract before submitting an unbalanced
bid as they may find themselves paying inflated liquidated
damages as victims of their own unbalanced scheme. If the
Government wants to surgically remove the enhanced portion of
the unbalanced contract, they should do it using actions
which would amount to a constructive change entitling the
contractor to an equitable adjustment thus placing the burden
of proof on the contractor. Contractor’s, on the other hand,
should watch for such actions and insist the Government play
it straight by formally issuing a deductive change
order which places the burden of proof on the Government. As
for Government attempts to terminate the enhanced portion of
an unbalanced contract for convenience, Contractors should be
aware that the Government will only be allowed to take such
action if there are legitimate changed circumstances
independent of the Government’'s motive to deprive the
Contractor of the benefit of his unbalanced bargain. The
area of progress payments adds additional factors to those
which a contractor must consider before he submits an
unbalancved bid. Particularly with regard to unit-priced

congtruction contracts, an awardee who requests progress
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payments based on a front loaded bid may be guilty of
violating federal fraud statutes. Although no one has ever
been prosecuted for this particular offense, in today’s
environment of increasingly heightened scrutiny prosecution

igs becoming more and more likely.
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